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THE UNIVERSITY AND THE SCHOLAR
E x c e r p ts fr o m an a d d r e s s g iv e n b y D ea n J a m e s L.
A th e a r n a t th e T w e n tie th A n n u a l S c h o la rsh ip A w a r d s
B a n q u e t o f th e S c h o o l o f B u sin e ss A d m in is tr a tio n on
M a y 19, 1967. A p p r o x im a te ly $8,175 in s c h o la rsh ip s
w a s a w a r d e d to o u ts ta n d in g B u sin e ss S c h o o l s tu d e n ts
a t th is d in n e r.

All of us are impressed by the magnitude of the School of
Business Administration scholarship program. Measured in
terms of dollars, it is the largest in the University of Montana.
The fact that these funds are made available by the business
community clearly demonstrates the interest of business peo
ple in academic achievement and the upgrading of the School
of Business Administration.
Awards are granted only to students whose grades establish
objectively that their academic performance is superior. The
grades on a student’s record represent an evaluation of his per
formance in each course by the professor who taught the
course. The student’s performance as a scholar, in other words,
has been judged by someone other than himself or his immedi
ate colleagues.
What does it take for a student to become a scholar? It seems
to me that this is not entirely a matter of intelligence. Some
minimum level of ability is required, of course, but in addition
to that a considerable amount of hard work is involved.
Achieving the rank of scholar demands self-discipline as well
as native ability.
But although intelligence, willingness to work, and self-disci
pline are personal traits essential for the achievement of the
scholar’s status, they are not sufficient. Another factor of ma
jor significance is the environment which the university cre
ates for the student.
The university environment is physical, social, and intel
lectual. There are classrooms, laboratories, libraries, dormi
tories, food services, and recreational facilities. While all these
are essential aspects of the university environment, they are
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not all that is required to fulfill the purpose of a college educa
tion—namely, to prepare the student for a life-time of self-edu
cation by involving him in scholarly pursuits. The accomplish
ment of this objective requires an environment which places
major emphasis on scholarship. This is not a matter of build
ings and books but a matter of people. The professors who con
tribute so greatly—for good or bad—to the university environ
ment should be scholars. A professor cannot merely point the
way toward scholarship, he must le a d the way. He cannot get
his students involved in intellectual activity unless he himself
is involved.
Education involves active participation by the student and
professor in the thinking process. This is—or should be—the
road to scholarship.
A professor who is to fulfill such a role should be a scholar
and he—like the recipients of our awards—should be required
to prove it. Thus, he ought to create knowledge and expose it
not only to his students but to his peers. The latter is accom
plished by publication.
Publication is an excellent test of the validity and value of a
professor’s contribution to the body of knowledge in his chosen
field. Through publication, a professor’s work is subjected to
outside evaluation. His work is judged by the editors of the
journal, periodical, or book publishing concern to which it is
submitted. They, with the help of experts in the field, judge
its validity and value. If they reject it, the professor may as
sume that others in his field have more to offer.
It is when a manuscript is accepted and published, however,
that the author is exposed to the largest number of critics—his
readers. Some ignore him, others are vicious, and others may
be helpful. In any event the professor who publishes has am
ple opportunity to be apprised of the value and validity of his
contribution. This puts him in a position similar to that of the
student and helps keep his thinking up-to-date.
This is important because, as Dr. Robert Strotz, Dean of the
College of Arts and Sciences of Northwestern University says
so well, “intellectual engagement is quite essential for the longrun success of a man as a teacher; (that) unless a person is
alive to the advancing frontiers of his own discipline; unless he
finds excitement in his own work, year in and year out, because
he is a party to the evolution of his own profession, he begins
to go stale and sour . . . . Those who cannot publish, sooner or
later stop writing—I fear that those who stop writing, sooner

F R O M THE D I R E C T O R ’S D E S K

11

or later stop reading, and (that) those who stop reading, sooner
or later stop teaching.”
If we want students who are scholars, we must create an en
vironment which places emphasis on scholarship and rewards
it. If we want professors who are, and continue to be, scholars,
we must reward those who demonstrate such achievement and
ignore those who do not.
Great universities are great because they attract and keep
professors who are and continue to be scholars. Such profes
sors create an intellectual environment which is conducive to
scholarly achievement by both students and faculty. They also
attract and keep top quality young faculty members. As is the
case in so many other lines of endeavor, success breeds success.
This is why it is so difficult for a univerity of lesser status to
catch up with one which has achieved greatness.
What can we do to encourage scholarship among the faculty
as well as among students? First, we must be interested in it
and let everyone know that we attach great importance to it.
Second, we must learn to recognize it. Third, we must be sure
that faculty scholars are handsomely rewarded. This is a re
sponsibility of university administration, of course, but such
responsibility is more likely to be fulfilled when the public
recognizes the vital need for scholarship and demands that ef
fective emphasis be placed on this essential element of the uni
versity environment. Pressures for attention to other aspects
of university development are great and not all needs can be
fulfilled simultaneously. Your scale of values and the demands
you make on the university will help to influence the direction
of our development. I hope that scholarship among both stu
dents and faculty will occupy the number one position on your
priority list. Your interest and support are vital to the Univer
sity.

Risk Management
By JAMES L. ATHEARN, Dean
School of Business A dm inistration
U niversity of M ontana, Missoula

INTRODUCTION
Because it will be concerned to a large extent with insurance,
this article could have been entitled “Insurance Management.”
The purpose of emphasizing the term “risk” rather than the
term “insurance” is to put things in what, to this writer, appear
to be their proper perspective.
Risk is a problem for which insurance may provide a solu
tion. Insurance may not always be the only or the best solution
but the amount of money expended for insurance premiums in
the United States annually indicates that it is widely used. If
we do not understand the problem, however, we may not arrive
at the best solution. Thus, our first step should be an analysis
of the problem.
The desirability of this approach is illustrated in the field of
health care. When you go to the doctor, you do not say, “I need
some medicine” but rather, “I do not feel well,” or “I have a
pain.” The doctor then endeavors to determine the nature of
the problem before prescribing treatment and/or medication.
This is sensible from the medical point of view and helpful
psychologically for the patient. As a matter of fact, if the
examination is too brief, the patient may feel that the doctor
is not competent. The patient e x p e c ts a careful diagnosis of
the problem prior to recommendation for treatment.
The purpose of this paper is to encourage a similar attitude
toward the problems created by risk and to outline a rational
approach to their solution. It will point out that diagnosis must
precede prescription. Because adequate analysis of a problem
must be based on a thorough understanding of all its funda
mental characteristics, our first step will be a discussion of the
nature of risk. This will provide the foundation for subsequent
sections on risks confronting the firm and managing risks.

14

M O N T A N A BUSINESS Q U A R TE R LY

NATURE OF RISK
Risk is one of the most common characteristics of our envi
ronment; it is all pervasive in the world in which we live.
Practically all of our activities involve risk of some kind. In
some cases, we are so accustomed to risk that it does not seem
significant. In other cases we are unaware of it. In order to
facilitate the discussion here, attention will be devoted to the
meaning of risk, the types of risk, and the sources of risk.

Meaning
Risk is the possibility of loss or the occurrence of an unfavor
able or undesirable contingency. It is the possibility that some
thing we do not want to happen will happen; or the possibility
that something we want to occur will fail to do so. When people
are concerned about the happening or not-happening of such
occurrences, but do not know what the future holds, risk
causes a feeling of uncertainty and anxiety. As a rule, uncer
tainty is a situation to be avoided.

Types

Risk may be classified as either personal or business, de
pending upon whether the loss will affect individuals or busi
ness firms. As individuals we are confronted with the personal
risks of death, disability, retirement, unemployment, legal lia
bility, and loss of property. For the family, the death of a
member may cause income to decline or cease entirely. Fur
thermore, there are additional expenses such as last illness,
burial, and settlement of the estate. Disability of any member
of the family increases medical expenses and, if it is the head
of the family who is disabled, may cause the reduction or cessa
tion of income. In the case of the business firm, the death or
disability of the owner or a key employee may cause a drastic
reduction in the firm’s income as well as a reduction in the
value of the firm.
Any working individual is also confronted with the fact that
if he does not die prematurely, he will ultimately reach retire
ment age. At that point, income from individual effort ceases.
During the working years, many people are confronted with
the risk of unemployment for short or long periods of time with
resulting loss of income.
Both individuals and firms are confronted with innumerable
risks of legal liability. If a person is negligent in the conduct
of his affairs, and someone else suffers bodily injury or prop-
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erty damage as a result of this negligence, he may be liable for
damage. The liability risk is the chance that a person or those
for whom he is responsible will be required to pay certain sums
in discharge of a responsibility imposed by law. In the usual
case, liability stems from negligence and refers to conduct or
behavior. It may be a matter of doing something which should
not be done, or failing to do something which should be done.
It has been defined as “the omission to do something which a
reasonable man, guided by those considerations which ordi
narily regulate the conduct of human affairs, would do, or do
ing something which a reasonable and prudent man would not
do.” As the courts have become more liberal in the amount
of damages that are awarded, as well as the circumstances
under which negligence is found, the liability exposure to loss
has become a significant risk for both individuals and firms.
Individuals and firms also face the risk of loss of property
through one cause or another. The direct effect of such losses
is to reduce assets which, in turn, reduces net worth. The in
direct effect is to reduce income which was generated directly
by the property or through its use.

Sources
The nature of risk is further illustrated by analyzing the
sources through which loss may occur. These sources may be
classified as social, physical, and economic.
In some cases, losses are caused by people. Thus it may be
said that there are social risks. The number of such risks is
unlimited but theft, vandalism, and accidents indicate their
nature. For example, more than 550 automobiles are stolen in
the United States every day. Damage to property by vandals
is almost commonplace, and buildings and property open to the
public seem to be particularly susceptible to such losses. In a
recent year, 21,000 fires were caused by arson. People also un
intentionally cause accidents that injure others and cause tre
mendous property damage. Automobile accidents alone ac
count for over 50,000 deaths per year and billions of dollars
in losses. While it is true that not all automobile accidents are
caused by people, there seems to be general agreement that
the bulk of them are.
Another source of loss, and therefore risk, is physical. Unex
pected or accidental fire—as opposed to arson—is a major cause
of injury, death, and property damage. Destructive fires may
result from natural causes such as lightning, or physical causes
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such as defective wiring, or from human failure. There are
more than 2 million fires each year with property damage in
excess of a billion dollars. One of the most famous fires in
United States history is the Chicago fire of 1871, which resulted
in 250 deaths and $168 million in property damage. A lesser
known fire during the same year killed 1,500 people in the
vicinity of Peshtigo, Wisconsin.
Another physical risk is the weather. Too much rain may
ruin crops and cause rivers to overflow their banks with con
siderable damage resulting. On the other hand, drought can
cause huge losses by damaging both crops and soil. Unusually
cold weather causes severe loss in the citrus growing areas of
the country. Tornadoes and hurricanes cause millions of dol
lars in damage every year. In some parts of Montana, hail
storms are an annual occurrence damaging both growing crops
and other property.
Other examples of physical risks are landslides and earth
quakes. In recent years housing developments have, in some
cases, been built on unstable soil with severe losses resulting
when the ground shifted over a period of time. In some parts
of the country, heavy rains have caused landslides which have
resulted in tremendous destruction of property. One of the
most spectacular sources of property damage and loss of life is
earthquakes. The most famous in United States history is the
San Francisco earthquake of 1906, and perhaps the best known
earthquake in Montana is the one which occurred in 1959.
Earthquakes in Alaska in 1964 caused tremendous property
damage and called public attention to this awesome risk.
Economic risk confronts both individuals and firms. Serious
depression may cause significant loss to both. Even during
periods when general economic activity is both high and stable,
a local area may suffer decline. Jobs are lost, investment val
ues decline and income is reduced. Finally, individual firms
are not stable. Some are successful while others are not. When
an individual firm is dominant on the local scene, its failure
can cause loss to the whole community.

Significance
Regardless of their type or source, risks are a major element
of the world in which we work and live. They expose us to a
multitude of opportunities to suffer unexpected losses which
may cause economic burdens too great to bear. If a business
firm is to survive, prosper and grow in such an environment,
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management must be aware of the exposures to risk confront
ing it and know how to deal with them.

RISKS CONFRONTING THE FIRM
The risks confronting business and industrial firms are as
numerous and varied as the activities in which they may en
gage and the property they may own and/or use. It is not
feasible, therefore, to attempt to enumerate every risk to which
every firm may be exposed. In order to provide a checklist,
however, this section will be devoted to a discussion of the
major risks which commonly require the attention of the risk
manager. Those included are employee benefits, the key man
risk, the legal liability, exposure, and the risk of loss of income
or property.

Employee Benefits
Employee benefit plans, which provide what is sometimes
referred to as “fringe benefits,” may include death, accident,
and sickness benefits, pensions, and profit sharing. In addi
tion, many employers are required to provide unemployment
compensation and workmen’s compensation. Some benefits,
such as workmen’s compensation, are provided to the employee
and/or on his behalf only when his disability is related to his
employment. Unemployment compensation benefits are pro
vided only to those who have a connection with the labor
force as evidenced by some specified amount of employment
over some specified period of time. On the other hand, some
employers provide life insurance for employees which will pro
vide benefits regardless of the cause of death. Some employers
provide health benefits for dependents of the employee as well
as the employee himself and such benefits are paid without
reference to the cause of the injury or illness. Profit sharing
plans do not involve a risk because the firm is committed to
distribute profits to participating employees only when profits
are made, but they are a source of expense to the owners of
the firm and are mentioned here because they are part of the
employee benefits problem. Because life, health, and pension
benefits are frequently insured at the same time that the plan
is put into effect, thus shifting the risk to an insurance com
pany, the fact that they would involve a risk to the firm if they
were not insured is sometimes overlooked.
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The Key Man Risk
As mentioned earlier, a major risk confronting the firm is
the death or disability of a key man. While this risk is common
to all firms it looms particularly large in smaller organizations.
Every organization has one or more employees (who may also
be owners) whose services are vital to the success of the firm.
The larger an organization is, the less each individual contrib
utes to the firm as a percentage of its total production and the
easier it is to make adjustments and replacements. Even in
large firms, however, it is not unusual for one individual to
completely overshadow all others in his importance. The death
or disability of such a person can cause serious losses to the
firm and may even cripple it. In a small firm which is domi
nated by one individual, the risk of loss of his leadership
through death or disability is all concentrated in one exposure
unit. From the risk point of view, this is the worst possible
situation all the more reason, of course, for doing something
about it. Unfortunately, in the usual situation the large firm
with its key man risk spread among a large number of indi
viduals is more conscious of this risk than the small firm in
which the risk is concentrated.

Legal Liability
Legal liability, mentioned earlier, is a risk which confronts
individuals, businessmen, and professional people. The most
common source, and the one through which the concept of lia
bility developed historically, is negligence. A warranty may
also lead to liability. A warranty is a representation made by
he seller of goods with reference to their character, quality,
°u ^^stance, by which he promises that certain facts are or
s all be as he represents them. When a person who purchases
an article relies upon the seller’s assertion that it is harmless
or fit for a certain purpose, he has a cause of legal action if it
proves to be dangerous or otherwise causes damages. Liability
may also be based on contract. If a doctor, for example, prom
ises to cure a patient and fails to do so, he may be sued for
breach of contract.
The sources of liability for a business firm are unlimited.
roperty owned, rented, or used by a firm may lead to liability
im er a variety of circumstances. The activities of the firm
rough its employees are a constant exposure to liability.
u omobiles, boats, and airplanes operated by or on behalf of
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the firm may lead to liability. The exposure provided by ve
hicles not owned by the firm is serious but in many cases not
recognized. If an employee of the firm offers to drop the mail
at the post office as he drives home from work, for example,
the firm may be held liable if he is involved in an accident
while doing so. Premises are also a source of liability for the
firm. Owners and tenants of real property have definite re
sponsibilities to members of the public who enter such prop
erty and failure to fulfill such duties may result in a suit for
damages by an injured party. Slippery sidewalks and floors
are a common source of exposure. A tenant cannot assume that
the owner alone will be held liable for defects in the premises
—some responsibility may be shifted to the tenant by means of
a hold harmless clause1 in the lease for the premises. Further
more, if the tenant’s negligence results in damage to the prem
ises he may be held liable to the owner. Some tenants are
under the illusion that they do not have to worry about a fire
on the premises if the owner has fire insurance. What they do
not realize is that, if such a fire results from their negligence,
the fire insurance company may pay for the loss and then sue
the tenant for damages.
Product liability is a rapidly growing source of risk for the
firm. It may be based on either warranty or negligence. While
the manufacturer of a product usually bears the brunt of such
liability, middlemen are not exempt. This is illustrated by a
case in which a salesman assured a prospective buyer that a
rotary mower would stop operating if it struck an object that
was sticking out of the ground. Based upon this warranty, the
mower was purchased. When it struck a rock and rebounded
onto the purchaser’s foot and caused severe injury, suit was
filed against the store. The court held that the store was liable
because of the express warranty of the salesman that when
the machine struck an object it would stop operating.

Loss of Property
It is readily apparent that damage to or destruction of prop
erty by one of the many perils discussed earlier causes a de
crease in the assets of the firm. Thus, if a building valued at
$100,000 is destroyed by fire, the assets of the firm decrease
’Such a clause m ay provide th a t the lessee agrees to assume certain risks
which are norm ally borne by the lessor, thereby holding the latter
harm less from such risks. The liability risk is a common subject for
hold harm less clauses.
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by $100,000. Every businessman recognizes this exposure to
risk, but many of them do not appreciate the indirect effects
of various types of property losses. When productive facilities
are destroyed or damaged to such an extent that they cannot
be used, production ceases until such facilities have been re
placed. During the time when replacement is occurring, the
income usually generated by the productive facilities is stopped.
Unfortunately, in many instances, many of the expenses asso
ciated with operating the firm continue. Taxes and interest
may continue and salaries and wages must be paid to em
ployees the firm cannot afford to lose. In many cases, such
indirect losses may easily exceed the direct loss of the facility
itself. An outstanding illustration is a $300,000 loss to machin
ery in a paper mill which caused indirect losses of over a
million dollars while the business was shut down awaiting re
pairs.

MANAGING RISK
Because practically everything management does involves
risk, one might say that all management is risk management.
There is, however, room for specialization in management.
Thus, the areas of production management, sales management,
personnel management, and financial management are recog
nized as separate activities although they are all related to each
other. Because of the complexity of risk management, as well
as its significance to the firm, we suggest that it be recognized
and separately identified even though it is closely related to
all other activities of the firm. The prime objective of risk
management is proper protection of company assets and earn
ings against loss from fortuitous circumstances. The accom
plishment of this objective involves the following steps: (1)
identification and evaluation, (2) reduction or elimination, (3)
assumption, (4) insurance, and (5) self insurance.

Identification and Evaluation
Identification of risk sounds simple but it is not easy. Our
earlier discussion of the nature of risk and the risks to which
a firm is exposed provides some indication of the almost un
limited number of risks confronting the firm. In order to iden
tify the risks for his firm, a risk manager must have complete
knowledge concerning all of its activities and the property it
owns. Every transaction entered into by management or any-
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one representing the firm in an agency capacity can have an
effect on its risk exposure. Contracts are made for the purpose
of generating profit, but every contract creates the possibility
for unexpected loss to the firm.
After each risk has been identified, it must be evaluated to
determine its nature and significance to the firm—that is, how
important is the risk? In order to make such an evaluation, the
risk manager must have a thorough understanding of each risk
as it relates to his firm and its activities. If he does not have
such an understanding, he must have sufficient knowledge to
recognize that he must seek help from someone else in the
firm who is more familiar with a particular activity than he is,
or he should seek outside aid.

Reduction or Elimination
One possible approach to a risk is to reduce it or eliminate
it. In the case of a particular risk, one should determine
whether it is possible to reduce or eliminate this risk. The
second question that arises is whether or not such action is
worth what it costs. Reduction of a risk refers to reducing the
probability that a loss will occur or reducing the magnitude of
a possible loss. The probability of a fire loss occurring may,
for example, be reduced by changing construction or by chang
ing work procedures. It may be economically feasible to
change construction during the planning stage of a building,
but once it has been erected the cost of changes may be pro
hibitive. After construction, the possible size of a fire loss may
be reduced by the installation of a sprinkler system. The size
of potential losses may also be reduced by avoiding a concen
tration of property exposed in one location. This can be done,
for example, by storing inventory in several buildings located
some distance from each other instead of in one building.
It may appear that very few risks can be eliminated but
there are situations in which elimination is possible. This is
what the landlord has in mind when he inserts a hold harmless
clause in a lease contract with the tenant. That is, the landlord
wants to shift the burden of a particular loss to the tenant.
Looking at this from the tenant’s point of view, he may avoid
such a risk by refusing to sign a lease which has a hold harm
less clause.
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Assumption
Every firm is forced to assume some risk if it is to continue
in business. Some inventory of finished product is usually
unavoidable but if the demand for such product should sud
denly drop, the value of the inventory may decline, thus caus
ing a loss. Such a risk can be eliminated only by eliminating
inventory. When there is inventory, the risk must be assumed.
The possible loss involved in some risks, on the other hand, is so
small that it is not worthwhile to do anything about them. In
some cases, losses are not only small but regular and can be
budgeted. A major problem for the firm, however, is to avoid
assuming a significant risk inadvertently. Opportunities for
making this error occur frequently. Illustrative of this is the
question of when the ownership of goods ordered from a dis
tant manufacturer is transferred from the manufacturer to the
purchaser. If ownership does not transfer until the goods are
received by the purchaser, risk during shipment lies with the
manufacturer. On the other hand, if ownership passes to the
purchaser when the goods are delivered to a common carrier,
the risk of loss during shipment may lie with the purchaser.
Such a risk may be assumed by the purchaser if he is unaware
of the timing of transfer of ownership.
Thus, risk may be assumed in a variety of circumstances. In
some cases there is no alternative. In other cases, the possible
loss is bearable. Finally, risk may be assumed by management
unknowingly.

Insurance
Many of the risks confronting the firm which have been
identified and evaluated cannot be completely eliminated, but
are too significant to be assumed voluntarily by the firm. If
such risks are insurable, management may have a choice be
tween self-insurance2 and shifting them to an insurance com
pany. If the decision is made to purchase insurance, it is nec
essary to select a company, an agent or broker, and the proper
insurance coverages.
Selecting a company. In selecting an insurance company, the
following factors should be considered: (1) financial strength,
(2) efficiency of operation, (3) claims policy, (4) cancellation
^elf-insurance is explained later in this article.
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policy, (5) whether licensed in state, (6) underwriting capacity,
and (7) engineering and loss prevention.
Financial strength is of fundamental im
portance because the promises an insurance company makes in
an insurance policy are to be fulfilled with money in the future.
In this sense, insurance companies are like banks. When a de
positor puts money in a bank, he assumes that he can get it
back at any time he wants it in the future. When the insured
buys an insurance policy, he assumes that the insurance com
pany will be financially able to fulfill all its obligations under
the policy. Some information about the financial strength of
an insurance company may be obtained from B e s t’s L if e R e
p o r ts and B e s t’s I n su ra n c e R e p o r ts .3 The former gives the
history of life insurance companies, their management and
financial strength, and an evaluation of their stability and
performance. The latter gives similar information for property
insurance companies. These reports are not infallible, but they
are valuable enough so that professional insurance buyers use
them as a guide.
F in a n c ia l s tr e n g th .

The insured should be interested in the effici
ency of the operation of an insurance company because, in the
long run, this determines the cost of insurance as well as the
strength and stability of the insurance company. Information
concerning this aspect of an insurance company can also be
found in the Best’s publications.
C la im s. Claims policy is important to the insured for two
reasons. First, it is entirely unsatisfactory to have an insurance
policy with an insurance company which resists every claim.
This can be both time consuming and irritating for the insured.
Second, in the reverse situation in which a company is too
lenient in paying claims, its costs of operation are bound to rise.
This will increase the cost of insurance. The best company is
one which pays all honest claims promptly and fully and resists
all dishonest claims. There is no book to refer to for informa
tion concerning claims policy, so the best information can be
obtained from other firms the company insures.
C a n c e lla tio n p o lic y . Most insurance policies contain a pro
vision making it possible for the insurance company to cancel
the contract if it so desires. A few companies will cancel the
E ffic ie n c y .

"Published annually by Alfred M. Best Company, 75 Fulton Street, New
York, New York.
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coverage as soon as the insured has a loss. The company is
still responsible for paying for any losses which occurred while
the policy was in force, but the insured must seek other cover
age for the future. Many insurance companies, however, are
somewhat critical of insureds whose coverage has been can
celled by another company, so obtaining a new policy may
prove to be difficult. Because of the inconvenience involved
when the policy is cancelled, it is well to avoid a company
which has a hair-trigger attitude toward cancellation. Actually
most companies do not pursue such a policy, but some are more
strict than others.
L ic e n se d in s ta te . While there are situations in which the
insurance needed can be obtained only from a company which
is not licensed in the state, it is quite likely that the major
portion of insurance needed by the average firm can be placed
with a licensed company. One of the major sources of strength
for the regulatory authorities is their right to refuse to renew
the license of a company. Clearly, when a company is not
licensed in the state, a warning that a license will not be re
newed has little force. If the insured has difficulties with a
company which is licensed to operate in his state the regulatory
authorities may be of great assistance to him, but they may be
of virtually no help at all with regard to an unlicensed com
pany.

Underwriting capacity refers to the
maximum amount of insurance an insurance company can is
sue on one risk such as a factory or a hotel. The maximum for
each insurance company is influenced by its size and the re
insurance arrangements it has. There are a number of advan
tages connected with having a risk insured in a single insur
ance policy, but this may not be possible if the underwriting
capacity of the insurance company will not permit it to handle
the whole risk. In such a case, the insured may find it neces
sary to purchase several policies. This is not a compelling con
sideration in selecting a company, but may be a factor in
making a choice between two companies when other things
are equal.
U n d e r w r itin g c a p a c ity .

E n g in e e rin g an d loss p r e v e n tio n . A final factor influencing
the company selected is the engineering and loss prevention
service provided by the company. No insurance contract re
quires a company to provide such service, although most insur
ance companies do so in order to reduce losses. In the long run,
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a business firm will pay for its own losses plus its share of the
cost of operating the insurance companies with which it does
business. This being the case, effective loss prevention activi
ties by the insurance company will save the insured money.
Furthermore, because there are always indirect losses con
nected with an insured loss for which the insured is not reim
bursed, prevention of loss is even more significant to the firm
than payment for losses which occur. The facilities the insurer
has to devote to such efforts and the degree to which they are
successful are very important factors in the selection of an
insurance company.
Selecting the agent. Although some insurance in the United
States is placed directly with the company, the vast bulk of it
is placed through agents or brokers. A good agent can help the
firm carry out the various steps in its risk management pro
gram as well as help in the settling of claims for losses. A
qualified agent is familiar with the risk confronting his clients,
the proper insurance coverage to seek, and the market in which
such coverage is available at the right price. He considers serv
ice to his clients of paramount importance. He will help in
the evaluation of risks and recommend the correct coverage.
He will explain what the policy covers and what it does not
cover, as well as what it costs. He is interested in reducing
costs for the insured and keeping coverage up to date. He has
a good working relationship with his companies which enables
him to get the best deal for his client both in placing the insur
ance and in settling claims for losses. A good agent will repre
sent one or more good companies.
As in many other fields, it is easier to describe the best agent
than it is to find him. The only completely reliable method is
to do business with an agent and see how he operates. One
problem with this approach is that there is a tendency to stay
with an agent out of sheer inertia, regardless of how poor his
service may be. While there are advantages to stability and
disadvantages to instability, a firm should evaluate the services
of an agent on a regular basis and, if such services are not satis
factory, transfer its business to another agent.
Prior to selecting an agent, two factors should be considered.
First, insurance and risk management are complicated. In most
instances, a man who devotes his full time to insurance is in a
better position to keep up to date than one who has several
irons in the fire. Thus, a full time agent is preferable to a part
time agent. Second, a professional is preferred to an amateur
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and the mark of a professional is a continuous program of
education and self-study. One way to discover whether an
agent has undertaken such a program is to see if he has the
C.L.U. (Chartered Life Underwriter) and/or the C.P.C.U.
(Chartered Property Casualty Underwriter) designation. These
designations have a significance in the insurance field similar
to that of the C.P.A. in the accounting profession.
Selecting the coverage. Several factors are important in se
lecting insurance coverages. The first is what is referred to as
the large loss principle. This principle suggests that the signifi
cance of a risk should be evaluated from the point of view of
the possible size of the loss which could result rather than the
probability of such a loss occurring. The probability of a loss
is not as significant to a firm as the possible size of the loss.
Actually, probability has little value for the firm in selecting
coverages because probability is helpful in predicting losses
only when there is a large number of exposures. A risk which
has a low probability of resulting in a loss, but in which the
loss will be large if it does occur, is not only significant to the
insured firm but also ideally suited to the insurance mecha
nism. On the other hand, the more probable small losses are,
the easier it is for the firm to handle them without resort to
insurance. If the possible loss is small, the firm can stand the
strain. If such losses are frequent, it is possible to budget for
them. For example, the firm may have a number of automo
biles which are frequently bumped or scratched, but rather
than insuring them against these small losses the firm can treat
them as a maintenance problem. On the other hand, it is un
likely (that is, the probability is low) that any one of those
automobiles will be the cause of a liability suit but, if it is,
the possible loss to the firm may be very large. Such a risk
should be insured. Adherence to the large loss principle will
make it possible to avoid purchasing insurance against small
losses which the firm can readily bear, while assuring that the
risk of potentially large losses is adequately insured.
Somewhat related to the large loss principle is the principle
that first-dollar coverage should be avoided. First-dollar cov
erage is insurance which pays for small losses as well as large
ones. The insured should use his premium dollars to protect
himself only against that part of possible losses which he can
not bear himself. The reason for this is that full coverage is
expensive. We are all familiar with this in connection with
automobile collision insurance in which the deductible is quite
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common. In some areas, the annual premium for collision in
surance with a small deductible is less than half the premium
for full coverage collision insurance. The reason for this is
that full coverage collision insurance requires the insured to
pay all the costs of damage caused by collision or upset. Thus,
if you have full coverage collision insurance, every time your
automobile is scratched in the parking lot you can insist upon
having it repaired. This is expensive to the insurance company
because such losses are frequent and furthermore the cost of
processing such claims is disproportionately high. Thus, where
a deductible is available, premiums can be reduced markedly.
With the use of a deductible, the insured assumes that part of
the risk which it is feasible for him to bear and shifts the other
part to the insurance company.
These buying principles indicate that the insured should
leave uninsured whatever risks he can bear and accept policies
with the largest deductible and longest waiting periods that
his budget will permit.
Several other factors in connection with buying insurance
are worth pointing out. First, the number of policies should be
kept to a minimum; similar coverage should be placed with
one insurance company instead of scattered among several, and
the services of one agent or broker should be used consistently.
The larger the number of policies used to provide coverage for
the firm, the more difficult it is to keep track of them and the
more opportunity there is for inconsistencies which may lead
to difficulty when losses occur. If it is necessary to have more
than one insurance policy to provide the same or similar cover
age, it is well to place both with the same company rather than
divide them up between two companies. The reason for this is
that, when policies are scattered among several companies, it
is possible for differences of opinion to arise between the com
panies concerning their responsibility. This can result in delay
in the payment of claims and considerable distress to the in
sured. It can be avoided by concentrating the insurance with
one company.
Similarly, to the extent that it is possible to do so, the firm
should place all its insurance business through one agent or
broker. There are several reasons for this. First, this makes
the account large enough so that the agent can afford to spend
the proper amount of time servicing it. Second, if the agent
knows that he has all the insurance issued to a particular firm,
he can accept the responsibility for creating a complete pro-

28

MONTANA BUSINESS QUARTERLY

gram. On the other hand, if insurance purchases are scattered
among a half dozen agents none will accept this responsibility.
Finally, it is not a bad practice to check the market occasion
ally to see how the prices you are paying for insurance com
pare with others in the market. This must be done very care
fully, however, in order to be sure that like things are being
compared. Your risk may not be identical with that of your
competitor, so comparing premiums with his may not be help
ful. Moreover, the coverage you have may be either broader
or narrower than he has. A company which quotes you a lower
premium rate may not have the same financial strength or pro
vide the same engineering and loss prevention service as your
present carrier. In order to make a valid comparison of prices,
all of these factors must be taken into consideration.

Self-insurance
Because it is not at all uncommon to pay far more in insur
ance premiums over a period of years than is received in the
form of payments for losses covered by insurance, the alterna
tive of self-insurance is frequently considered as a means for
managing certain risks. The insured whose premium payments
exceed losses sometimes thinks he would be better off finan
cially if he put his premium dollars into his own loss-paying
fund instead of giving them to an insurance company in ex
change for the latter’s promise to pay his losses. Such an ar
rangement may or may not be self-insurance. Usually it is not.
The only difference between insurance and self-insurance is
that the former involves shifting the risk from one firm—the
insured to another firm—the insurance company—while the
latter does not. A firm which self-insures a risk must perform
all the functions of an insurance company except marketing.
In order for a firm to establish a bona fide self-insurance plan,
it must have a large number of similar exposure units subject
to a chance of loss which is clearly identifiable and there must
be no incalculable catastrophe hazard. A large number of ex
posure units is required in order to have reasonably stable loss
experience. The chance of loss must be clearly identifiable so
that accurate estimates of expected losses may be calculated,
f there is a possibility of catastrophic loss which cannot be
estimated, there is no basis upon which to prepare financially
for such an occurrence. Because many so-called self-insurance
schemes fail to meet the requirements outlined here, they are
not insurance but merely an assumption of the risk. Such a
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situation can lead to bankruptcy. Because many firms have a
fairly large number of exposure units (employees) perhaps the
risk most commonly self-insured is workmen’s compensation.
In considering self-insurance, the following questions should
be given careful attention: (1) Is it feasible? (2) Is it economi
cal? (3) Is it preferable? (4) Will management cooperate?
Feasibility. Self-insurance is feasible in some circumstances
and not in others. If there is only one exposure unit,4 selfinsurance cannot be applied because all the risk is concentrated
in one unit. On the other hand, if there are a large number of
exposure units—as is the case in workmen’s compensation for
a firm with a large number of employees—the risk may be
spread. The larger the number of exposure units and the more
they are spread out, the more likely it is that losses will be
fairly stable. This is why a chain of grocery stores with hun
dreds of buildings located all over a wide area of the country
may find it feasible to self-insure the fire risk. It is unlikely
that all or a large number of the buildings will be damaged by
fire in the same year. A firm which owns a single building,
however, does not have such a spread of risk. The building may
become a total loss as a result of fire or there may be no dam
age at all. In such a situation, putting premium dollars into a
fund to pay losses will not provide sufficient protection. A large
loss may occur before enough money has been accumulated to
cover it.
Clearly, if self-insurance is to be feasible, the firm must be
in the same position with regard to the risk to be self-insured
as an insurance company is in relation to the risks it assumes
for its insureds. If such is not the case, self-insurance is not
feasible.
Economical. All costs of a self-insurance plan must be consid
ered. A firm which self-insures must perform all the functions
of an insurance company. It must carry on engineering and
loss-prevention activities, have funds available to pay for losses,
and handle the loss-paying function.5 In addition, proper insur
ance to protect the firm against catastrophe losses too large to
be paid out of the self-insurance fund must be purchased and
paid for. All such costs must be considered in comparing insur
ance with self-insurance.
‘For example, one automobile rather than a fleet.
5In workmen’s compensation, this means paying weekly benefits to the
employee as well as his hospital and medical expenses.
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Preferable. Even if self-insurance is feasible and more eco
nomical than insurance, it may not be preferable to shifting the
risk to an insurance company. Frequently, services provided
by an insurer are more satisfactory than those provided by the
firm itself. Loss prevention activities may be more effective
when provided by outsiders. Efforts to reduce industrial acci
dents may be more successful when conducted by an “expert”
from an insurance company. Employee relations may be better
if workmen’s compensation claims are adjusted by an insur
ance company rather than the employer.
Management cooperation. Perhaps the most difficult aspect of
a proposed self-insurance plan to evaluate is the extent to
which management will do what needs to be done in order to
make it successful. Will management accumulate funds with
which to pay losses? This sounds simple, but when such funds
in the form of cash or assets readily convertible to cash reach
the required magnitude, there is sometimes an irresistible urge
to invest them in the firm’s operation and avoid paying the
bank interest.” Shifting from cash to inventory or equipment
or a new building does not, of course, change the total assets or
net worth of the firm. It is not possible, however, to pay for a
workmen’s compensation loss with part of an inventory or part
of a piece of equipment or part of a building. Thus, if manage
ment meddles with self-insurance reserves, the plan may fail
because of a liquidity problem.
Will management follow proper loss prevention procedures
with a self-insurance plan? In view of the fact that it is the
firm s assets that are at risk, the answer should be “yes.” In a
particular case, however, management may fail to see the im
portance of a specific loss prevention measure or feel that it is
not worth what it costs. Because the manager of the self-insur
ance plan is part of the firm, he may not be as effective as an
insurance company loss-prevention specialist in convincing
management to take the proper steps. Moreover, an insurance
company which has accepted a risk can threaten to cancel its
coverage or increase the premium unless its recommendations
are followed.

SUMMARY
Businessmen operate in an environment filled with oppor
tunities for both loss and gain. Clearly, it is the opportunities
for gain that motivate them to undertake ventures which in-
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volve risk. If the assets of the firm and the income which can
be generated, however, are to be protected from losses which
can be prevented and risks which can be shifted to others, busi
ness executives must familiarize themselves with risk manage
ment.
This means that they must understand the nature of risk and
the exposures to possible loss or expense which confront the
firm. They must know how to identify and evaluate risks, how
to reduce or eliminate them, and the circumstances under which
risks may be assumed by the firm. Some knowledge of insur
ance and self-insurance is also essential to a clear understand
ing of the process of risk management. Such knowledge should
lead to an awareness of the problems involved, the approach to
their solution, and the circumstances under which expert help
may be needed.

Does the Small Businessman Need More
Accounting and Financial Information?
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In 1963, there were about 4.8 million business units in the
United States, and all but a very small percentage of these
were operated on a small scale by a single individual. While
the total number of business units has increased substantially
since 1948, there has been an overall decline of 1 percent in
relation to total population—with a decline of about 9 percent
in the number of ordinary small business proprietors (exclu
sive of farmers and professional practices). Does this mean that
large corporations are driving small business out of existence?
John L. Carey, Executive Director of the American Institute
of Certified Public Accountants, concludes that it does not. “In
spite of mergers, consolidations, and acquisitions which have
greatly increased the size of the giant corporations, the number
of small businesses per dollar of gross national product has
maintained a fairly constant trend .991 This trend has been up
ward since the end of World War II. Some economists predict
that the relative size and distribution of business units will not
change much for the next decade or so.
Perhaps the fiction about large businesses driving out small
businesses comes from the fact that great numbers of people
go into business for themselves yearly, but only a small per
centage of these ventures meet with enough success to continue
t °^!l k' Carey > The CP A Plans for the Future (New York: American
Institute of CPA’s, Inc., 1965), p. 39.

SMALL BUSINESSMAN NEEDS?

33

operations. The remainder fail. It has been written that the
life expectancy of a small business is about six years.2
The term “small business” however, refers to establishments
of varying sizes. More than half are proprietorships without
any employees. On the other hand there are small businesses
with as many as one hundred employees and with sales up to
a million dollars annually. A medium-sized business has been
described as one having up to twenty-five hundred employees
and sales in the millions. It is a matter of definition, and not
all economists agree on the limits between the various cate
gories. This paper proposes to discuss aspects of accounting and
financial needs of small businesses in general without particu
lar reference to any specific size.
The most common form of all economic undertakings today
is the individual proprietorship, in which one person owns his
own stock of goods or conducts manufacturing solely for his
own profit. This type of organization, by virtue of its sim
plicity, is best for the very small businesses such as small
retailers, lunch rooms, service stations, repair shops, and so on.
It is the oldest of all economic organizations and is the most
practical where the required capital investment is small. Such
a business can be flexible if the owner wishes to engage in
other activities or side lines. Since all profits go to the propri
etor, they provide an added incentive to hard work and appli
cation. By the same token, the reputation of the owner and his
integrity are directly reflected on the enterprise itself. How
ever, John L. Carey, Executive Director of the American Insti
tute of Certified Public Accountants, says that “It seems proba
ble that the large number of business failures, some 400,000 a
year, are among this group, and this may account for the
relative decline in total number of business units.”3
For the larger small businesses, which were either started on
a larger scale or which started as one-man operations and grew
larger with continued success, the failure rate appears to be
somewhat lower.
The majority of failures can often be attributed to a lack of
practical business knowledge on the part of the individual con
cerned. It takes an understanding of administrative principles
and methods, managerial ability, and financial acumen to judge
“Paul A. Samuelson, Economics: An Introductory Analysis (New York:
The McGraw-Hill Book Company, Inc., 1951), p. 10.
“Carey, op. cit., p. 40.
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if the proposed business will serve a public demand. If it is
properly managed, the prospects for success are far greater.
A recent book on organizing and financing businesses sug
gests that “. . . all business consists in supplying human wants
or needs, and the prospective businessman must determine
whether the goods which he proposes to manufacture or deal
in are those which people want or may be made to want.”4 No
matter how inconsequential the competition may be or how
ample the demand for goods and services, it is not practical
to establish a business in any field without sound and sub
stantial knowledge of the factors involved. Experience, as
essential as it may be, must be supplemented and combined
with the study and investigation of the considerations that are
pertinent to the organization and management of a business.
Perhaps the most vital requirement for the organization of
a small venture is money. It has been said that the lack of it
“. . . has brought failure to many thousands of businessmen
who had everything else they needed—personality, courage,
determination, a willingness to work hard and, most important,
experience and ‘know-how’.”5
It is not always possible for the small entrepreneur to save
all the money necessary to start an economic venture. Where
sufficient funds are not available, a prospective businessman
must have enough confidence in himself as a good risk to con
vince a bank or other lender that he is going to make good.
Improper financing and insufficient capital, as well as ineffi
ciency in management, frequently contribute to bankruptcy
and insolvency.
Since small businesses will probably continue to be under
taken for at least several future decades, they will continue to
offer an inviting potential for accountants. It is these small
businesses, not large corporations, that need more assistance
from accounting experts. It is the hope of the Small Business
Administration of the federal government that small business
owners and managers will demand more assistance from the
accounting profession in the installation and operation of effec
tive accounting systems, cost reduction programs, budgets, and
scientific management procedures.
A study made in 1958 revealed that very small businesses:
'Joseph Howard Bonneville and Lloyd Ellis Dewey, Organizing and Fi
nancing Business (New York: Prentice Hall, Inc., 1963), p. 15.
Small Business Program: Financial Services for a Small Business (Al
bany, New York: State of New York Department of Commerce), p. 1.
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. . . often do not expand their output to levels which would
maximize their profits; they have casual accounting records;
they use business funds for personal expenses, and they fail to
include the cost of their own labor and capital in price deter
minations*

In a small business, the proprietor may elect to record all of
his business transactions himself. A knowledge of accounting
or bookkeeping will prove valuable. On the other hand, he
may employ a bookkeeper to record transactions for him.
Nevertheless, it is essential that he be able to interpret the
information contained in his records.
A survey of small businessmen made in a large eastern city
several years ago revealed that over one-fourth of them kept
no business records.7 Many of these individuals had been in
business for a long period of time. Some participants in the
survey admitted that, although they maintained a somewhat
sketchy system of filing bills and receipts, they were not in a
position to draw up a balance sheet or a profit and loss state
ment when needed. This lack of organization is not sound or
practical in the complex world of business today. Establish
ments of this type especially need help from efficient, welltrained accountants if their owners do not have the ability, the
patience, or the time to devote to such matters.
In some instances businessmen actually do not realize the
need for efficient record keeping. They feel that such systems
are a necessary evil to meet the demands of the government,
and they believe that account books show only financial trans
actions that have already transpired. They fail to recognize
the fact that an accurate record of the past can also help in
forecasting future developments and needs.
Inaccurate records can cost a businessman money when in
come tax deadlines roll around. Court rulings have upheld the
Internal Revenue Service position that if a businessman does
not keep records or if those he does have are inadequate, his
business can be taxed on a “net worth” basis. Such an unfor
tunate situation could cost the small businessman a great deal
more in taxes than it would take to employ a qualified ac
countant to set up an organized and efficient system of record
keeping.
When seeking financial support, the owner of a business
’Carey, op. cit., p. 41.
’Charles H. Sevin, Starting and Managing a Small Bookkeeping Service
(Washington, D. C.: Small Business Administration, 1962) p. 3.
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usually needs to furnish banks and other lending institutions
reasonable and accurate statements of the past financial history
of his business before they will lend funds to that establish
ment. An accountant can easily furnish such information even
if he is employed on a part-time basis or is a member of a firm
which serves several small businesses.
The functions of modern accounting may be grouped into
two broad categories: financial accounting and managerial.
Although all enterprise accounting is concerned with finan
cial aspects of the business unit, financial or general accounting
is designed for the business as a whole to satisfy the require
ments for control over property and transactions, preparations
of income tax returns, reports to owners, statements used in
applying for credit, and reports required by government agen
cies. Managerial accounting, on the other hand, is concerned
with details of the various facets of the business for purposes
of planning and control. Financial accounting is almost en
tirely historical, whereas managerial accounting is concerned
with what will or may happen in the future. Management
interest in the past should be to obtain information that will
be of assistance in influencing the future of the business. In
other words, managerial accounting does not end with analysis
of what has happened in the past and why, but extends to the
provision of information for use in improving results in the
future.
Cost accounting is a tool of both financial and managerial
accounting. As a part of financial accounting, cost accounting
for manufacturing costs provides information on which to base
inventory values and cost of products sold. As a part of mana
gerial accounting, it serves to provide information to assist the
businessman in controlling current operations and in rational
planning and decision making. As such, it encompasses not
only manufacturing activities but all of the related activities of
procurement, administration, and distribution.
Accountants are primarily responsible for proper keeping of
all records, furnishing of essential information, analysis, sum
mary, classification, and interpretation necessary to the suc
cessful operation of the business. For these purposes a wide
variety of systems, techniques of forecasting and budgeting,
and methods of analysis have been developed.
It must be emphasized again, however, that the businessman
himself should have a basic knowledge of accounting funda-
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mentals and procedures in order to further interpret and use
the reports and statements furnished by the accountant.
William B. Cornell, a professor of management, wrote that:
. . . one of the outstanding features
growing appreciation of the value of
carrying on business activity and the
ing knowledge of accounting on the

of modern business is the
the accounting function in
necessity for a good work
part of the management.8

Today, the maintaining of adequate financial records is not
only essential to the operators of large businesses, but it is
imperative for any enterprise no matter how small. Compre
hensive records are needed to substantiate federal and state
income tax returns and social security deductions. Requests
for credit from manufacturers or loans from banks require
thorough financial information about the condition of a busi
ness—information which only a skilled accountant or a mana
ger who comprehends his accountant’s figures can discuss with
complete understanding. The preparation and analysis of bal
ance sheets and profit and loss statements can be used to inter
pret operating expenses, gross margin, the condition of working
capital, net worth, and to point out the trend in the financial
status of the business—data important not only to the lending
insitution but to the company’s management as well.
Accounting records, therefore, are the “principal sources of
internal operating information . . . as such, these records con
stitute the foundation for the analytical and interpretative
phases of the field of business accounting.”9
Thus, essential records are a must for any enterprise. Econ
omists have noted in many instances that “a large number of
all business failures are caused by conditions which adequate
records might have disclosed in time for corrective action. 10
Conversely, it is only natural that successful establishments
almost always have adequate record systems, while those busi
nesses that turn out to be unprofitable keep poor records or
none at all.
Accounting may almost be classified as both an art and a
science. It is concerned with the administration of economic
resources. This observation is substantiated at every turn. All
^William E. Cornell, Industrial Organization and Management (New
York: The Ronald Press Company, 1928), p. 150.
"Harold H. Maynard and Walter C. Weidler, An Introduction to Business
Management (New York: The Ronald Press Company, 1951), p. 65.
10Sevin, op. cit., p. 2.
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examples of accounting in actual or potential use deal with
some aspects of goods and services: their production, their
form, their consumption, their safeguarding, their increase or
decrease.
With limited means (human effort and natural resources) on
the one hand, and seemingly unlimited human wants on the
other, some method of allocating scarce resources among pos
sible alternative uses is required. If allocations are to be made
in a rational manner, some idea is needed of the various pos
sible results of making one allocation as compared with an
other. Past experience and estimates of the future are essential
ingredients for making forecasts of the outcome of alternative
allocations. For comparison and evaluation, these outcomes
should be expressed in quantitative terms, and accounting is
one widely used form of quantitative expression.
A worthwhile system of accounting provides an historical
record, properly classified and summarized in terms of money,
of all transactions and events which are, in part at least, of a
financial character. This information is highly significant when
it is properly interpreted and used to assist the owner or man
ager for decision-making purposes concerning the best use of
the resources under his control.
Years ago, elaborate records were not necessary and a busi
nessman was able to supervise his stock of manufactured goods
or merchandise to be sold personally. There was not the vari
ety of merchandise, nor were consumers’ wants so specialized
or numerous. Competition and specialization, however, have
led to a need for efficiency, for a businessman to have at his
fingertips a wealth of information on costs, sales, expenses and
capital. This, in turn, requires the services of an expertlytrained individual in the area of financial record keeping.
Recognizing the need for reliable professional accounting
services to all types of businesses, all the states have enacted
laws providing for the licensing of certified public accountants,
commonly called CPA’s. The qualifications required for the
CPA certificate differ in the various states. All states require
a specific level of education, often the completion of a collegiate
course of study in accounting. In most states the applicant
must have had from one to three years’ experience in public
accounting or in accounting work considered equivalent. In all
states candidates must pass a uniform three-day examination
covering the areas of auditing, commercial law, theory of ac
counts, accounting practice, and taxation. Many states also
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license otherwise qualified persons who have not passed the
examination as “public accountants.” Public accountants
(PA’s) may practice public accounting, but in states with regu
latory statutes only CPA’s can attest to the fairness of financial
statements, their compliance with generally accepted account
ing principles, and the consistency of the application of these
principles with that of the preceding period.
Many small businesses settle for periodic assistance from
these two groups of professional accountants in making tax
returns, setting up bookkeeping systems, and drawing up yearend balance sheets and profit and loss statements. These small
enterprises operate on a small scale and the owners often feel
they cannot afford the services of full-time professional ac
countants. Although small businesses have less capital and
are less diversified and flexible, in some respects they probably
have a greater need for assistance in planning, control and
forecasting. With help from a qualified professional account
ant, a small business could utilize the principles and methods
of scientific management used by larger companies, but per
haps on a more limited scale.
As a business increases in size and scope, a proprietor may
find that he is no longer able to handle the accounting pro
cedures that are necessary. A small enterprise can sometimes
get along with just the services of a part-time bookkeeper, but
if the business is successful the owner will discover that record
keeping suffers because other duties tend to come first. Gov
ernment regulations today entail the need for strict mainte
nance of many different types of data. A good accounting
system will help provide the information.
Certified public accountants acting as auditors for small busi
ness firms can offer the following services which are, in fact,
a form of protection against fraud and theft: “(1) audits or
verifications of financial transactions and records from which
are prepared certified statements; (2) planning and installation
of accounting systems; (3) other types of managerial assist
ance.”11
A system of record keeping for a small business need not
be an elaborate one. Some tax experts and accountants feel
that an establishment that grosses up to one hundred thousand
dollars annually can manage on a single-entry system. Book
keeping procedures are thereby simplified and the number of
“Maynard and Weidler, op. cit., p. 81.
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individual entries necessary for a complete record is mini
mized.
Within the past few years, several single-entry, one-package
systems for specific businesses, such as service stations, hard
ware stores, gift shops, beauticians, barber shops, and numerous
other small enterprises have been designed. Many trade asso
ciations have also devised similar systems with the help of
expert accountants and publishing firms.
Many experts agree that it is wise for a small business to
start keeping its records by utilizing a single-entry, one-book
system. When a firm expands to the point where a double
entry system would be more advantageous, then an accountant
may recommend enlarging the scope of the record-keeping
system to include purchasing and inventory control records,
daily sales sheets, cash receipts journal, accounts receivable
ledgers, cash disbursements journal, a general ledger, and a
general journal.
It has been said that the United States is at present involved
in a “Computer Revolution/’ wherein “machines are being sub
stituted for the men who formerly operated the machinery.”12
Data processing systems (desk model types) are now avail
able even to small businesses. These systems are still rather
high priced in relation to the services required by small busi
nesses processing only a few hundred transactions per month,
for instance. However, even in Montana there are now a num
ber of data processing centers serving many small businesses
at charges ranging from $30 per month upward, depending, of
course, upon the number of transactions, the complexity of
computer programming and operations, and the kind of infor
mation output needed. Data processing can revolutionize ac
counting for small business because it provides timely, accurate,
classified and summarized presentation of unlimited informa
tion about the business at a relatively low cost. Even tax re
turns can be prepared from information stored in the memory
unit or put into the computer at year’s end. The small busi
nessman who contemplates using the services of an accountant
should look for one who keeps abreast of the times and has
acquired a working knowledge of these new developments.
There are some certified public accountants who now aid
their small business clients by referring them to data process
ing centers and by helping them set up the necessary procedures. Other CPA firms have acquired their own computers to
“Carey, op. cit.3 p. 46.
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use in serving clients that own small businesses. The ability of
computers to make rapid and accurate calculations on a com
prehensive scale will eliminate many man hours of work in
the future. This will be to the advantage of small business
since these techniques will free the accountant’s time for more
creative and productive contributions to the solution of im
portant management problems of his clients.
However, there are many problems for which computers do
not provide answers. While a computer can process data, it
cannot think, it has no creative ability, no vision, and it cannot
replace the human element so necessary in accounting work.
Accountants are still needed!
A prospective businessman can obtain invaluable assistance
and advice from an accountant with regard to organization,
operation, and objective appraisal of the earning potential of a
proposed new business. This guidance can continue when the
concern is actually in operation; the accountant can provide
useful advice in the formation of management policies and the
solving of sales, purchasing, and pricing problems.
The principal reason for the use of an accountant in such
instances is that he:
. . . with his view of the entire business and his close associa
tion with the facts of production, marketing, and finance, is in
a strategic position wherein he can aid in the coordination of
all the activities of the business.”

Qualified professional accountants have an extensive knowl
edge of administrative procedures and trends. They are fa
miliar with business law and can be called upon as consultants
in management problems. They understand the problems and
costs of production and can be asked to reorganize an entire
accounting system when a firm expands by adding a new outlet
or when there is a change in product manufactured or type of
merchandise to be sold. An accountant’s background enables
him to advise the proprietor of a small business on a great
number of matters, not only financial, but with reference to
production, administration, and personnel.
1"Maynard and Weidler, op. cit., p. 70.

Inequity in Income Taxation:
Unequal Treatment of Equals
JOHN H. WICKS
Associate Professor of Economics
University of Montana, Missoula

The fairness of taxes is often evaluated only in terms of the
incomes of taxpayers. Traditionally, such evaluation asks what
happens to the average effective rate of a tax as people’s in
comes vary. If the effective rate of a tax increases with income
(for example, a tax averaging $10, or 10 percent, on an income
of $100 and a tax averaging $30, or 15 percent, on an income
of $200) the tax is called a progressive tax. When the effective
rate of a tax decreases when income rises (for example, a tax
averaging $10, or 10 percent, on an income of $100 and a tax
averaging $15, or 7.5 percent, on an income of $200) the tax is
termed regressive. In previous articles, we have analyzed the
progressivity or regressivity of a number of Montana taxes. Of
course, whether taxes should be progressive or not is strictly
a value judgment.
However, considering only the average effective rate of a tax
is likely to obscure another important factor in evaluating a
tax: how it treats taxpayers with the same incomes. Income is
often used as the measure of people’s ability to pay taxes. If
the amount of tax paid varies widely among taxpayers with
the same income, and if we assume that income is a satisfactory
measurer of ability-to-pay, then we may conclude that the tax
is giving unequal treatment to equals. When there is this sort
of unequal treatment, progessivity or regressivity tends to lose
its importance, because the average typifies only a small por
tion of taxpayers.
This article summarizes a study to measure the amount and
causes of variation in Montana income tax liability among tax
payers with equal incomes. The results of the study will allow
an evaluation of how equally our income tax treats taxpayers
with similar incomes and whether our emphasis heretofore on
the degree of progressivity of the tax has been justified. If we
find that there is a large variation in the taxes paid by those
with identical incomes (that is, for example, if Taxpayer A
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with an income of $8,000 pays $175 in taxes, while Taxpayer B
with the same income of $8,000 pays only $50 income tax, we
should be concerned with why) then we could see if the data
concerning the major causes of the variation suggest ways of
reducing the variation if desired. Furthermore, since the base
of the Montana tax is very similar to the base of the federal
income tax, our analysis should provide some insight into the
burden distribution of the federal tax.

Study Method
The information for this study was obtained from a sample
of 5,045 Montana individual income tax returns for 1963 filed
by Montana residents. This sample was stratified into nine
arbitrary classes according to the federal adjusted gross income
of the taxpayer. (Federal adjusted gross income equals the
sum of wages and salaries, interest received, dividends, rent
and royalties received, taxable capital gains, and net business
income, subject to several minor adjustments.) These returns
comprised an approximately equal number of returns in each
of the income classes except in the two brackets above $50,000;
the sample chosen included every taxpayer with that level of
income, but there are not many Montana returns with that
large an income. When it was found that only twelve Montana
taxpayers declared income in the $100,000-and-above class, this
class was excluded from further consideration.
For each of the income classes, the standard deviation of the
amount of income tax liability was computed. (The standard
deviation gives a measure of the average amount of difference
TABLE 1
ESTIMATED VARIATION IN MONTANA INDIVIDUAL INCOME
TAX LIABILITY AMONG TAXPAYERS WITH
IDENTICAL, INCOMES

Incom e B rack et

0-$ 3,000
$ 3,000-$ 5,000
$ 5,000-$ 7,500
$ 7,500-$ 10,000
$10,000-$ 15,000
$15,000-$ 25,000
$25,000-$ 50,000
$50,000-$100,000

A verage V ariation in T ax L iability of
Individuals w ith Id en tical Incom es
Stated as a P ercen tag e of A verage
T ax L iability

214.3%
72.0
59.0
52.1
41.8
29.7
31.5
36.1
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between the tax liabilities of individuals within the class and
the arithmetic average of the tax liabilities.) The standard de
viation for each income class was then divided by the arith
metic average for the class. The result, called a coefficient of
variation, states the average variation in tax liability as a per
centage of the average liability.
However, when we test the relationship between taxpayers’
incomes and their tax liabilities, some of the variation in the
taxes paid by individuals within an income class will be due
to income variation within the class. (For instance, if we have
an income class ranging from $10,000 to $15,000, incomes of tax
payers in that class can vary between $10,000 and $15,000, and
this income variation is likely to be responsible for a portion
of the variation in tax liability.) The author devised a method
to subtract from the coefficient of variation of tax liability
within each income class the portion of the coefficient due the
differences in income encompassed by the class. The estimated
coefficient of variation resulting from the subtraction therefore
provides a more accurate measure of the average amount of
variation in tax liability among taxpayers with the same in
comes, expressed as a percentage of average tax paid in each
income bracket.

Results
Table 1 shows the results of the calculations described above.
It is obvious that tax liability varies widely among taxpayers
with equal incomes, especially at income levels of less than
$15,000. For incomes less than $10,000, the average variation
in tax liabilities exceeds half of the average amount of tax
paid. We may conclude that the Montana income tax does not
give equal treatment to those who are equal with respect to
income.
An example of such unequal treatment of taxpayers would
be two taxpayers with $6,119 in income, one of whom paid
$106 in tax, and the other $20. The average income of 1963 tax
payers with incomes between $5,000 and $7,500 was $6,119.
About 16 percent of the taxpayers in this income class paid over
$106 in Montana income tax. Another 16 percent paid less than
$20 each.
The reason for this unequal treatment results from the fact
that there are numbers of items which may be subtracted from
federal adjusted gross income. Some taxpayers are able to sub
tract much more than others who have identical incomes.
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The major items which may be subtracted are personal deduc
tions (primarily contributions, interest paid, medical expenses,
federal income tax paid, and other taxes paid) and personal
exemptions ($600 for the taxpayer and each of his dependents).
The tax-exempt portion of capital gains is not included in fed
eral adjusted gross income, but this feature of partial tax ex
emption adds to the variation in tax liability among people with
identical actual incomes.1
The amounts of each of these exclusions from taxable income
also vary widely among taxpayers with identical incomes.
Adjusted coefficients of variation were computed for each exTABLE 2
ESTIMATED VARIATION IN PERSONAL DEDUCTIONS, PERSONAL
EXEMPTS, AND TAX-EXEMPT CAPITAL GAINS AMONG
MONTANA INDIVIDUAL INCOME TAXPAYERS
WITH IDENTICAL INCOMES

Incom e B rack et

0-$ 3,000
$ 3,000-$ 5,000
$ 5,000-$ 7,500
$ 7,500-$ 10,000
$10,000-$ 15,000
$15,000-$ 25,000
$25,000-$ 50,000
$50,000-$100,000 ___

A djusted C oefficient of V ariatio n for
T axp ay ers w ith Id en tical Incom es
T ax -E x em p t
P ersonal
T otal
C apital G ains
P ersonal D eductions E xem ptions
♦
72%

142%
61
44
36
42
48
48
47

65
55
49
48
51
49
50

1,131%
1,381
1,354
621
500
410
163

♦The average amount of capital gains in this bracket is not significantly
different from zero, so the coefficient of variation is meaningless.

elusion from taxable income in the same manner that the co
efficients of tax liability were obtained. Table 2 lists the
coefficients. The smallest coefficient for personal deductions is
36 percent, indicating a considerable degree of inequality. The
coefficients are even larger for the individual deduction items.
For instance, the coefficients exceed 100 percent in all brackets
for the contributions, interest paid, and medical expenses de
ductions—showing that these deductions reduce some people s
taxes considerably but help other taxpayers not at all.
Let us consider another example. The average income in the
$7,500 to $10,000 income class was $8,483. Approximately 16
percent of these taxpayers reported deductions of more than
’Only half of the gains realized on the sale of assests which have been
held six months or more need be reported as income for tax purposes.

46

MONTANA BUSINESS QUARTERLY

$2,815. But at the other end of the scale there were about 16
percent of the taxpayers who were able to deduct less than
$1,257.

Conclusions
We have noted the wide variation in income tax paid and in
the disparity among various subtractions from taxable income
which have caused the tax variation for taxpayers with equal
incomes. Whether the unequal taxation of those with identical
incomes is unfair or desirable depends on one’s evaluation of
the causes of the inequity. If the unequal amounts subtracted
from taxable income truly represent differences in the ability
to pay taxes, then the resulting variation in tax liability is
likely to represent an increase in tax fairness as judged by
society. On the other hand, if the subtracted items do not rep
resent reductions in ability-to-pay, or if they do not represent
ability differences any more than items which are not allowed
as subtractions, then the resulting tax variance may be deemed
to be unfair. Certain personal deductions (such as interest paid
and contributions) may be examples of subtractions from tax
able income which do not represent differences in economic
ability any more than some nondeductible items. On the other
hand, deductions such as casualty losses do have to do with
actual deductions from ability-to-pay and thus add to the fair
ness of our income tax.
When variation in tax liability is deemed to be unfair, then
this viewpoint is an important aspect to be considered in eval
uating the burden of income taxation. The easiest way to elim
inate any such unfairness would be to eliminate the subtrac
tions from taxable income which do not represent differences
in economic ability—a suggestion put forth by the Task Force
study. Doing away with such subtractions would then allow
the reduction of tax rates for all taxpayers.
A final example illustrates how the elimination of personal
deductions, which was recommended by the Task Force study,
would provide more equitable treatment of two actual tax
payers. The following is a summary of their 1963 Montana tax
returns:

INEQUITY IN INCOME TAXATION
Federal adjusted gross income
Personal exemptions (5) ...........
Personal deductions:
Contributions — .......... --......
Interest --------------------------Federal tax _____ ___ ___
Other t a x e s -------------------- Miscellaneous .......................
Taxable income _...... ...................
Tax liability ____ ____________

$103
675
999
226
45

47

T ax p ay er A

T ax p ay er B

$7,535
-3,000

$7,511
-3,000
(took
stan d a rd
10%
deduction)

-2,048

-751

$2,463
$ 44

$3,784
$ 91

Taxpayer B has slightly less income than Taxpayer A, but he
pays over twice as much tax. With the elimination of personal
deductions, however, A would pay $92 and B would pay $91.
The result would be a commonly accepted goal in taxation—
the equal treatment of equals.

The Montana EconomyRetrospect and Prospect
MAURICE C. TAYLOR
Visiting Professor of Business Administration
University of Montana, Missoula

There was a time when Montana’s economic fortunes were
tied tightly to the fortunes of agriculture. This is no longer
the case. Although agriculture remains an important force in
the state’s economy, nonfarm forces are becoming dominant.
Prior to the 1950’s Montana total income moved more or less in
unison with farm income. During the past fifteen years or so,
Montana’s total personal income and farm income have often
moved in opposite directions. This happened six times between
1951 and 1965. In the future we cannot expect total income to
rise in proportion with agricultural prosperity, nor should we
expect to be led into depression by low farm income.1
Montana is rapidly becoming a nonagricultural, if not an
industrial, state. Agriculture accounted for only about 12 per
cent of Montana’s personal income in 1965. As recently as 1958,
Montana agriculture comprised almost 20 percent of the state’s
personal income. But proportions such as this are a thing of
the past. Farm income as a proportion of total income has
declined steadily and persistently since World War II, and this
trend will no doubt continue.
But moving from an agrarian to a non-agrarian status is
always accompanied by certain economic problems. While it
is not quite true that all agrarian societies are poor, one finds
almost universally that all poor societies are agrarian. Escaping
from the hold of agrarianism seems to be a precondition to
economic growth and progress.
Montana has been in the midst of such escapement since the
From the statistical point of view, the association between total income
and farm income is too weak to serve as a reliable indicator. The corre
lation coefficient between the two for the period 1951-1965 is .56, but
using farm income as an estimator of total income results in an average
error of $170 million per year. A least squares analysis regressing total
personal income on total farm income yields an equation Y = -475 +
4.036X. The standard error of estimate for the equation is $170 million.
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end of World War II. And since escapement represents growth,
there are growing pains attached to it. Agricultural technology
and increased inputs of agricultural capital are prerequisites
for the growth and development of an agrarian or underde
veloped economy. All of the so-called “backward” or under
developed countries of the world require an “agricultural revo
lution” as a condition of economic progress. As long as most
of the labor force is needed for food production, a society
cannot progress in the modern sense. An agricultural revolu
tion requires capital and technology. Capital and technology
release labor (people) from agriculture—a necessary release if
a society is to increase the output of nonfarm or nonfood goods
and services. The latter are required for what we regard as a
higher level of living. But labor, in order to be productive in
nonfarm employment, also requires capital. The first effect
of the “revolution” is a surplus of labor in the nonfarm sector
relative to the nonfarm capital base. A second effect is a rela
tive decline in the earnings of labor. When this happens the
economic rewards to human effort will remain low if the capital
base is not increased. A stagnant capital base and low labor
earnings will induce emigration if such an alternative is avail
able.
This sort of process has been going on in Montana.2 Although
we are not a backward society, we are in a sense an under
developed economy. Montana agriculture is remarkably effi
cient in the use of capital and technology and is becoming more
efficient as time goes by. Montana farms and ranches are
continually increasing in size and decreasing in number. We
have only half as many farms as we did thirty-five years ago.
The number of farms decreased by about 2,000 from 1959 to
1964, and at present rates of decline we will have fewer than
25,000 farms by 1970, compared to 29,000 in 1959. But even
these figures are misleading, because only 85 percent of the
farms are bonafide commercial farms. We actually have fewer
than 23,000 true farms now.3
As our farms and ranches become larger and more efficient,
labor is released to the nonfarm sector. The rate of labor re“Maurice C. Taylor, Income Trends in Montana, Montana Agricultural
Experiment Station Bulletin 590, Oct., 1964 and Maxine C. Johnson,
“Problems of Economic Growth in Montana,” Montana Business Quar
terly, (Winter 1963), Bureau of Business and Economic Research, Uni
versity of Montana.
“Bureau of the Census, 1964 Census of Agriculture, Preliminary Report.
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lease has been averaging about 1,500 per year.4 When this sur
plus labor is combined with the young nonfarm people coming
into the labor force from the war and post-war “baby boom,”
we have more labor than can be employed profitably with our
rather fixed capital base. The inevitable result is a relative
decline in the rewards to human effort or the emigration of
labor from Montana. We have experienced some emigration,
but the emigration rate has not been sufficient to bring the
earnings of labor into line with other sections of the country.
The declining rate of remuneration to human effort is re
flected in the income statistics for Montana. For almost 20
years, Montana’s per capita income had declined in relation to
per capita income for the United States as a whole.3 Even with
the marked improvement in Montana farm income in 1965 and
1966, this trend has not been reversed. Comparisons of Mon
tana’s per capita personal income to that for the United States
and the Rocky Mountain States for 1951-1965 are presented in
Table 1. The trend lines for the same data appear in Figure 1.
It is clear from the data in Table 1 that the financial reward
for human effort in Montana is declining relative to the United
States as a whole. Montana personal income per capita in
creased an average of $46.00 per year during 1951-65, while
income per person in the U. S. increased at an average rate of
$71.72 per year. And while the average earnings for the Rocky
Mountain region were about the same as for Montana during
the period, the Rocky Mountain average rate of increase was
$62.96, almost $18 higher than the Montana rate.
The road from agrarianism to fully developed economic
status is smoother if an industrial route is available. But Mon
tana’s locational and transportation disadvantages make true
industrial development extremely difficult if not impossible.
Because of this we have become largely a producer of raw
materials and labor. Our chief exports are our people and the
products of our farms, mines and forests. The basic nature of
the markets for raw materials puts us at a disadvantage with
respect to economic growth. Most raw materials have what
the economists call a “low income elasticity of demand.” This
term merely means that the demand and prices for raw mate
rials do not grow at as rapid a rate as do the demand and
prices for finished goods and services.
Our chief product, people, is expensive to produce. The com‘Maurice C. Taylor, op. cit.
'Maurice C. Taylor, Ibid.
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Table 1
PERSONAL INCOME PER CAPITA
MONTANA, THE UNITED STATES AND THE
ROCKY MOUNTAIN STATES, 1951 TO 1965

Year

P ersonal Incom e P e r C apita1
Rocky Mt.
U nited1
States
States
M ontana

$1,760
1951
1952
1,786
1,779
1953
1954
1,729
1,852
1955
1,892
1956
1,944
1957
1958
2,059
1959
2,010
1960
2,037
1961
1,973
1962
2,272
2,265
1963
1964
2,255
2,438
1965
1951-65
Average
$2,003.40
Av. chan^*e
per year2 * $ 46.00

$1,652
1,733
1,804
1,785
1,876
1,975
2,045
2,068
2,161
2,215
2,264
2,368
2,455
2,579
2,746

$1,659
1,727
1,699
1,661
1,742
1,821
1,912
2,001
2,064
2,108
2,154
2,284
2,324
2,379
2,536

$2,115.07

$2,004.73

$

$

71.72

M ontana’s
M ontana as a
Rank
P ercen tag e of:
R ocky Mt. am ong the
U nited
S tates
States
States

107
101
99
97
99
96
95
100
93
92
87
96
92
87
89

106
103
105
104
106
104
102
103
97
97
92
99
97
95
96

15th
18th
19th
15th
17th
21st
21st
19th
24th
25th
32nd
25th
30th
33rd
29th

95

100

23rd

62.96

1Survey of Current Business, August 1966.
^ h ese figures are the b values from the regression equation Y = a + b X ,
where Y is income per capita, a is the average income for the period,
and X is time.

plex world of today requires huge investments in people in
order to make them productive. Investments in education and
health are extremely productive, but much of the burden for
such investment falls on the public sector. This calls for ex
panded demands for public services, and public services re
quire public revenue. Montana is, in a sense, in a dilemma.
Our income and capital base is strained by the “growing pains”
of escaping from agrarianism. At the same time we must make
public investment in our young people if we are to overcome
the growing pains of economic progress.
Obviously, there is no easy solution to this problem. We do
know that the disappearance of Montana agrarianism is well
on its way and that we cannot turn back even if we so desire.
We must find a way to increase our capital base and to inten
sify our investment in Montana people. Otherwise we will
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FIGURE 1
TRENDS IN PERSONAL INCOME PER CAPITA, MONTANA,
UNITED STATES AND THE ROCKY MOUNTAIN REGION

remain an exporter of raw materials and people. But even if
we do so remain, our young people must be well-trained, welleducated and healthy if they are to compete in the modern
world.
Producing educated, healthy people, many of whom may be
exported, may seem like a losing proposition to many Mon
tanans. This is an incorrect view. In the first place, better
education and better health make people more productive,
even with a limited capital base. Education and health are at
least a partial substitute for capital. Second, people who are
educated and healthy are obviously easier to export than un
educated, unhealthy people. And given a stagnant capital base,
exporting people should increase the incomes of those remain
ing in Montana. Third, the people we export are the progeny
of Montana, and it must be presumed that Montana is inter
ested in the welfare of its progeny.

